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Illustrative Financial Statements

Introduction

The illustrative financial statements contained in this chapter were prepared
as a part of the research made available to the Study Group. They do not
represent illustrations of financial statements based on the conclusions set
forth in the Study Group's Report. The statements were prepared to furnish
the Group with a basis for considering some of the objectives during the
process of its deliberations. Consideration of the illustrative financial statements was also useful for highlighting some of the problems of implementing
those objectives.
It was not practicable to consider all possible circumstances for a
manufacturing company or to display different presentations that might be
appropriate for other types of business enterprises. Further, these financial
statements were not designed to encompass fully the deliberations of the
Study Group concerning disclosure of information about social goals, ranges
of precision, reliability and other assessments of risk, uncertainty and variability. No attempt has been made to include in the notes to the financial
statements all of the information presently required to be disclosed or deemed
desirable to be disclosed in the future.
The illustrative financial statements are presented in two phases. Phase
1 utilizes historical cost as the measurement basis; current values—utilizing
varying bases for determination—are disclosed supplementally. Dual disclosure of historical costs and current values is presented in Phase 2.
In Phase 2 there are two alternative presentations of the Statement of
Earnings (Loss). In Alternative A the cost of products sold is reflected at
historical cost in determining "realized income" while in Alternative B the
cost of products sold is reflected at replacement cost in determining "income
from operations."
Background Information and Industry Data
XYZ Manufacturing Enterprises was founded in 1954. It produces and sells
one line of products—cover plates for light switches, electric wall outlets, etc.
Approximately 90 per cent of product demand relates to new construction.
Due to changes in rates of construction of new commercial buildings and
homes, the variation in the level of sales may approach 35 per cent from
one year to the next.
In 1973, the company moved from a leased factory on the East Coast
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to a new plant in Topeka, Kansas. At that time the company scrapped its
old machinery. The cost of the new facility, which became fully operational
in December 1973, was:
Land
Building
Equipment
Total

$ 500,000
400,000
1,000,000
$1,900,000

The estimated useful lives of the building and equipment are 40 and 20 years,
respectively.
The new facility was financed primarily from proceeds of 7½ per cent
notes payable, face value $1,500,000, due January 1, 1994. The principal is
payable at maturity, and interest is payable semi-annually. Each year the
company has purchased $75,000 par value of municipal bonds having a
maturity date approximating that of its liability on the 7½ per cent notes
payable. The objective is to fund the liability by maturity date.
In December 1978 the company purchased equipment costing $500,000
in order to increase its plant capacity in anticipation of an upsurge in construction. In December 1983 the company completed, at a cost of $700,000,
a new cutting room and installed new equipment utilizing advances in the
technology of cutting techniques. Each of these equipment additions also
had an estimated useful life of 20 years.
The company has followed the practice of depreciating its property on
a straight-line basis for both accounting and tax purposes. Thus, annua!
depreciation based on cost is

Building
Equipment
Total

1974-1978

1979-1983

$10,000
50,000

$10,000
75,000

$60,000

$85,000

The manufacturing process consists of four operations: cutting, stamping, plating, and packaging. The in-process inventory is immaterial in
amount. Its approximate cost of $8,000, which remains relatively constant
between years, is reported as part of finished products inventory.
In general, manufacturing costs account for 60 per cent of the selling
price and are made up of:
Raw materials and supplies
Direct labor
Overhead (including depreciation, indirect labor
and expenses)
Total manufacturing costs

25%
20%
15%
60%

In 1981, the U. S. Government, in an effort to obtain a better balance
of trade, placed import restrictions on certain commodities, including equip344

ment suitable for manufacture of electric switchplates. The result was an
additional increase of 20 per cent in the cost of replacing the company's
equipment.
In October 1982, the United Workers of America struck the company's
plant. The strike lasted 60 days, during which shipments were made from
inventory, thus causing a severe depletion of finished products by yearend.
As of December 31, 1982, the replacement cost of the products sold
during 1982 was $230,000 in excess of their historical costs, due primarily
to the increase in depreciation on a replacement cost basis and to increases
in labor costs during 1982. Significant increases in costs for raw material,
labor, and outside services were experienced during the latter part of 1983.
As of December 31, 1983, the replacement cost of the products sold during
1983 was $260,000 in excess of their historical costs.
In 1983, improved equipment suitable for manufacture of items such as
electric switchplates became available. The effect of the introduction of this
equipment by the end of the year was a 50 per cent decline in value of the
conventional equipment owned by the company (except for its 1983 addition
of $700,000).
The following price index statistics are indicative of the changes in prices
during the decade, 1974-1983 (1974 = 100):
Price Indexes
Year

Wholesale

Durable
Equipment

1974
1975
1976
1977
1978
1979
1980
1981
1982
1983

100
105
109
112
116
120
127
134
141
146

100
101
103
104
106
110
116
122
126
135

Building

Plant
Sites

100
105
107
112
116
122
134
149
155
165

100
105
112
119
129
137
147
155
160
166

The index of residential and commercial construction (in terms of units)
for the decade was as follows:
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983

100
114
141
114
108
117
149
103
97
116
345

The sharp drop in construction after 1980 was closely related to the
general tightness in capital markets. This was reflected in the following longterm interest rates at each yearend:
1980
1981
1982
1983

6½
7½

%

8½
7%

%

%

Illustrative Financial Statements Prepared in Terms of Evolutionary Stages:
Phase 1—Historical Costs with Current Values Disclosed Supplementally;
Phase 2—Dual Disclosure of Historical Costs and Current Values
The following illustrative financial statements for XYZ Manufacturing
Enterprises for the two years ended December 31, 1983 have been prepared
primarily to illustrate the impact of fair value measurements and disclosures.
Any presentation of hypothetical financial statements necessarily involves a
choice from among alternatives, and accordingly, other presentations could
have been developed.
Phase 1 illustrates the supplemental disclosure of current values. It was
submitted to the Study Group in order to evaluate disclosure of current
values and changes therein without their direct inclusion in the determination
of financial position or results of operations. Thus, Phase 1 is intended to
be responsive to (a) those who believe that current value information is useful
but should not be a part of the determination of financial position or results
of operations, and (b) those who desire experience in measuring and reporting on current values before directly including such values in the financial
statements, as illustrated in Phase 2.
Phase 2 illustrates the direct inclusion of current values throughout
the financial statements and permits comparison with historical costs. It was
submitted to the Study Group in order to evaluate the effects of current values
on the determination of financial position and results of operations. Accordingly, Phase 2 is intended to be responsive to those who believe earnings
should be measured on the basis of current values.
In Phase 2, the Statement of Earnings (Loss) is illustrated using two
alternative presentations. The first (Alternative A) segregates measurements
based on historical costs from those based on current values as components
of the determination of earnings. The second (Alternative B) reflects a determination of income from operations based on replacement costs, thus being
responsive to those who believe that this information facilitates comparisons
among entities.
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Phase 1: Financial Statements Prepared on Basis of Historical Cost With
Current Value Disclosed Supplementally
Financial statements and supplemental schedules illustrating Phase 1
consist of the following:
Exhibit A:
Exhibit B:
Exhibit C:
Exhibit D:
Exhibit E:
Schedule 1
Schedule 2
Schedule 3
Schedule 4:

Statement of Earnings (Loss)
Statement of Financial Position
Statement of Stockholders' Equity
Statement of Financial Activities
Earnings Forecast
Net Valuation Loss and Unrealized Valuation Gain
Unrealized Valuation Gain on Inventories
Unrealized Valuation Gain (Loss) on Property
Unrealized Valuation Gain (Loss) on Long-Term
Investments and Liabilities

For applicable notes to financial statements, see pages 356-359.
Exhibit A
XYZ Manufacturing Enterprises
Statement of Earnings (Loss)
Years Ended December 31, 1983 and 1982

Revenues
Net sales
Other—interest, etc.

1983

1982

$4,140,000
250,000

$3,300,000
225,000

4,390,000

3,525,000

2,280,000

2,285,000

1,035,000
85,000
200,000
250,000
100,000

910,000
85,000
175,000
200,000
50,000

3,950,000

3,705,000

Total
Costs and Expenses
Cost of products sold, other than
items listed below
Selling and administrative expenses,
other than items listed below
Provision for depreciation
Taxes, other than income
Interest
Other
Total
Income (loss) before income taxes
Provision (refund) for income taxes
Earnings (loss)
Per common share

440,000
220,000
$

220,000
$.44

(180,000)
( 90,000)
$

( 90,000)
$(.18)
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Exhibit

B

XYZ Manufacturing Enterprises
Statement of Financial Position
December 31, 1983 and 1982

ASSETS
Financial Resources
Cash (including temporary cash
investments—1982, $200,000)
Receivables (less allowance for
uncollectible accounts: 1983,
$65,000; 1982, $50,000)
Refund receivable—federal income tax
Total financial resources
Inventories
Raw materials
Finished products
Total inventories

1983

1982

$ 300,000

$ 395,000

850,000

700,000
90,000

1,150,000

1,185,000

200,000
900,000

125,000
200,000

1,100,000

325,000

750,000

675,000

500,000
500,000
2,100,000
3,100,000
725,000

500,000
400,000
1,500,000
2,400,000
640,000

2,375,000

1,760,000

3,125,000

2,435,000

$5,375,000

$3,945,000

Long-Term Assets
Investment in municipal bonds held
for payment of principal of
7 ½ % notes payable, due
January 1, 1994
Property:
Land
Buildings
Equipment
Total
Less accumulated depreciation
Property—net
Total long-term assets
Total assets
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Exhibit B (concluded)
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities
Accounts payable, trade
Accrued liabilities
Income taxes payable

1983
$ 500,000
200,000
100,000

Total current liabilities
Long-Term Liabilities
7½ % notes payable, due
January 1, 1994
7% notes payable, due
January 1, 1991

1982
$

125,000
65,000

800,000

190,000

1,500,000

1,500,000

700,000

Total long-term liabilities
Stockholders' Equity
Common stock, no par value,
authorized, 1,000,000 shares;
issued and outstanding,
500,000 shares
Retained earnings
Stockholders' equity
Total liabilities and
stockholders' equity

2,200,000

1,500,000

1,000,000
1,375,000

1,000,000
1,255,000

2,375,000

2,255,000

$5,375,000

$3,945,000

Exhibit C
XYZ Manufacturing Enterprises
Statement of Stockholders' Equity
Years Ended December 31, 1983 and 1982

Common
Stock

Retained
Earnings

1982
Balance, January 1
$1,000,000
Loss for the year
Less cash dividends paid- -$.20 per share
Balance, December 31

1,000,000

$1,445,000
( 90,000)
(100,000)
1,255,000

1983
220,000

Earnings for the year
Less cash dividends paid—$.20 per share
Balance, December 31

(100,000)

$1,000,000

$1,375,000
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Exhibit

D

XYZ Manufacturing Enterprises
Statement of Financial Activities
Years Ended December 31, 1983 and 1982

FINANCIAL RESOURCES PROVIDED AND APPLIED
1983
Provided
Operating activities:
Sales of product
Sale of equipment
Total
Other activities:
Other revenues—interest, etc.
Issuance of 7% notes payable,
due January 1, 1991
Total
Total provided
Applied
Operating activities:
Purchase of materials
Employee compensation
Employee benefits
Rents
Purchase of advertising
Purchase of other services
Acquisition of buildings and
equipment
Total
Other activities:
Interest on debt
Cash dividends
Purchase of municipal securities
(to fund payment of 7½ %
long-term notes payable)
Total
Payment of taxes
Total applied

1982

$4,140,000

$3,300,000
45,000

4,140,000

3,345,000

250,000

225,000

700,000
950,000

225,000

5,090,000

3,570,000

1,450,000
1,245,000
420,000
215,000
400,000
460,000

360,000
600,000
270,000
205,000
240,000
265,000

700,000

450,000

4,890,000

2,390,000

250,000
100,000

200,000
100,000

75,000

75,000

425,000

375,000

420,000

85,000

5,735,000

2,850,000

$ (645,000)

$ 720,000

Increase (decrease) in net
financial resources
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Exhibit D (concluded)
CHANGES IN NET FINANCIAL RESOURCES
Increase (decrease) in financial resources:
Cash
$ (95,000)
Receivables
150,000
Refund receivable—
federal income tax
( 90,000)
Net change
Increase (decrease) in current
liabilities:
Accounts payable, trade
Accrued liabilities
Income taxes payable
Net change
Increase (decrease) in net financial
resources

$ 120,000
(100,000)
90,000

( 35,000)

110,000

375,000
135,000
100,000

(475,000)
(135,000)

610,000

(610,000)

$ (645,000)

$ 720,000

CHANGES IN INVESTMENT IN INVENTORIES
Purchase and production inputs
to inventories:
Raw materials
$1,450,000
Labor
980,000
Outside services and overhead
755,000
Depreciation
75,000

$ 360,000
390,000
260,000
70,000

Total inputs
Less inventories sold
Net increase (decrease) in investment
in inventories
Inventories, January 1

3,260,000
2,485,000

1,080,000
1,980,000

775,000
325,000

(900,000)
1,225,000

$1,100,000

$ 325,000

PURCHASE COMMITMENTS, DECEMBER 31
Raw materials
$ 825,000
Outside services and other
240,000

$ 483,000
315,000

Inventories, December 31

Total
SALES ORDERS (BACKLOG), DECEMBER 31

$1,065,000

$ 798,000

$ 510,000

$1,427,000
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Exhibit D (concluded)
AVAILABLE FINANCIAL RESOURCES
Other than short-term borrowings for temporary cash needs, the company does not have plans or commitments to seek equity or long-term
financing in 1984. Should the need arise for additional funds, however, the
following is the status of available financial resources at December 31, 1983:
The company has, with three banks, a $1,000,000 line of credit extending to October 31, 1984. The banks have agreed that up to $500,000 of
indebtedness may be converted to a term loan maturing in five years from
the date of conversion.
Based on information provided by its investment bankers, the company
believes that under current stock market conditions it could offer and sell
an additional 100,000 shares of common stock at a price that would yield
net proceeds of $700,000. Security offerings of larger magnitude would generally require a related expansion of the company's operations. Such an
expansion is not presently contemplated.
Exhibit E
XYZ Manufacturing Enterprises
Earnings Forecast
Year Ending December 31, 1984

(Note: This earnings forecast is based on a number of assumptions
as to future conditions and events. Accordingly, there is no assurance that
future earnings will coincide with the forecast.)
Estimated revenues from product sales
Estimated costs and expenses:
Cost of products
Selling, general and administrative expenses
Total

$4,600,000

Estimated
Estimated
Estimated
Estimated
Estimated
Estimated

400,000
250,000
(250,000)
400,000
200,000
$ 200,000

operating profit
other revenues—interest, etc.
interest expense
realized earnings before taxes
income taxes
realized earnings

Estimated changes in value of assets and liabilities before taxes:
Operating items
Other—net
Total unrealized valuation gain
Estimated deferred income taxes
Estimated unrealized valuation gain
Per share of common stock:
Estimated realized earnings
Estimated unrealized valuation gain
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3,000,000
1,200,000
4,200,000

300,000
100,000
400,000
200,000
$ 200,000
$.40
$.40

Exhibit E (concluded)
Assumptions Underlying Earnings Forecast
The forecast of earnings for 1984 is based on the following assumptions:
1. An increase in Gross National Product of 10%, excluding the effects
of inflation, and of 15% without such exclusion.
2. No other major changes in the condition of the domestic economy.
3. No change in the share of the market obtained by the company.
4. Some resistance by customers to increases in sales prices.
5. An increase in costs of approximately 17%.
6. Stable labor relations and other operating conditions.
Schedule 1
XYZ Manufacturing Enterprises
Net Valuation Loss and Unrealized Valuation Gain
Years Ended December 31, 1983 and 1982

1983
From Operating Items
Inventories (Schedule 2)
Buildings and Equipment (Schedule 3):
Buildings
Equipment

$235,000

Valuation loss
From Land, Long-Term Investments, and Liabilities
Land (Schedule 3)
Holding gain (loss) on investment in
municipal bonds (Schedule 4)
Holding gain (loss) resulting from changes
in present value of long-term notes
payable (Schedule 4)

1982
$(175,000)

43,000
(670,000)

( 5,000)
( 27,000)

(392,000)

(207,000)

90,000
54,000

( 24,000)

(165,000)

112,000

( 21,000)

88,000

Valuation loss for the year before
reduction in deferred income taxes
Reduction in deferred income taxes

(413,000)
147,000

(119,000)
23,000

Net valuation loss for the year
Unrealized valuation gain, January 1

(266,000)
598,000

( 96,000)
694,000

Unrealized valuation gain, December 31

$332,000

Valuation gain (loss)

$ 598,000
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Schedule

2

XYZ Manufacturing Enterprises
Unrealized Valuation Gain On Inventories
Years Ended December 31, 1983 and 1982

1983
Unrealized valuation gain, January 1
For the year:
Excess of current value at date of sale
(or yearend) over costs incurred
during production (or current
value at beginning of year)
Less valuation gain realized from sales
Valuation gain (loss)
Inventories, December 31:
Unrealized valuation gain
Historical cost basis
Current value basis

354

$

1982

25,000

$ 200,000

742,000
(507,000)

287,000
(462,000)

235,000

(175,000)

260,000
1,100,000

25,000
325,000

$1,360,000

$ 350,000

Schedule 3
XYZ Manufacturing Enterprises
Unrealized Valuation Gain (Loss) on Property
Years Ended December 31, 1983 and 1982

1983

1982

Land
Unrealized valuation gain, January 1
$ 300,000
Valuation gain for the year (Replacement cost estimate not revised in 1982)
90,000
At December 31:
Unrealized valuation gain
Historical cost basis
Current value basis
Buildings
Unrealized valuation gain, January 1
Valuation gain (loss) for the year:
Valuation increase
Depreciation
Valuation gain (loss)—net
At December 31:
Unrealized valuation gain
Historical cost basis net of
accumulated depreciation
(1983, $100,000; 1982, $90,000)
Current value basis net of
accumulated depreciation
(1983, $165,000; 1982, $134,000)
Equipment
Unrealized valuation gain, January 1
Valuation loss for the year:
Valuation decrease
Depreciation
Valuation loss
At December 31:
Unrealized valuation gain (loss)
Historical cost basis net of
accumulated depreciation
(1983, $625,000; 1982, $550,000)
Current value basis net of
accumulated depreciation
(1983, $367,000; 1982, $773,000)

$ 300,000

390,000
500,000

300,000
500,000

$ 890,000

$ 800,000

$ 152,000

$ 157,000

48,000
(5,000)

(5,000)

43,000

(5,000)

195,000

152,000

400,000

310,000

$ 595,000

$ 462,000

$ 313,000

$ 340,000

(644,000)
( 26,000)

(27,000)

(670,000)

(27,000)

(357,000)

313,000

1,475,000

950,000

$1,118,000

$1,263,000
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Schedule 4
XYZ Manufacturing Company
Unrealized Valuation Gain (Loss) On
Long-Term Investments and Liabilities
Years Ended December 31, 1983 and 1982

1983
Investment in municipal bonds
Unrealized valuation loss, January 1
Valuation gain (loss) for the year
At December 31:
Unrealized valuation gain (loss)
Historical cost basis
Current value basis
Notes payable
Unrealized valuation gain, January 1
Valuation gain (loss) for the year
At December 31:
Unrealized valuation gain (loss)
Historical cost basis
Current value basis

$(

$

1982

37,000)
54,000

$(
(

13,000)
24,000)

17,000
750,000

(

37,000)
675,000

767,000

$

638,000

$ 112,000
( 165,000)

$

112,000

( 53,000)
(2,200,000)

112,000
(1,500,000)

$(2,253,000)

$(1,388,000)

XYZ Manufacturing Enterprises
Notes to Financial Statements
December 31, 1983 and 1982
1.

Accounting

Policies

The company's basic accounting records are maintained on the historical cost basis. However, memorandum records are also maintained for
recording current values for assets and liabilities other than cash, cash
equivalents, and short-term receivables and payables. The financial statements present information on the historical cost basis with current values
shown supplementally.
Due to the absence of purchased goodwill and of generally accepted
methods for valuing internally generated goodwill, the company's goodwill,
if any, is not valued under either the historical cost basis or the current value
basis.
The general policies for determining current values are:
• Assets held for sale—net realizable value as estimated from or
determined by current market prices.
• Assets held for production—estimated replacement cost.
• Long-term liabilities—estimated present value.
Estimates of current values are necessarily affected by conditions and
circumstances at the time they are made. The company is not aware of any
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information that would furnish better estimates than those that are presented
supplementally. However, conditions and circumstances are likely to change,
and ultimate results may therefore differ from those estimates.
The company's specific accounting policies for each basis of information
are described below.
Inventories
On the historical cost basis, inventories are valued at original cost
using the "first-in, first-out" method of cost flow.
On the current value basis, inventories are valued as follows:
Raw materials—estimated replacement cost at yearend.
Finished products—net realizable value at yearend. This represents
estimated net proceeds to be received from future sales less estimated direct
selling expenses and margin attributable to selling effort.
Investment in Municipal Bonds
On the historical cost basis, municipal bonds are valued at original cost
adjusted for straight-line amortization of any purchase premium or discount.
On the current value basis, municipal bonds are valued at quoted market
prices at yearend.
Property
Significant betterments to existing facilities are capitalized as property,
but maintenance and repairs are expensed as incurred.
On the historical cost basis, property is valued at original cost less
accumulated depreciation.
On the current value basis, property is valued at estimated yearend
costs to acquire facilities with a productive capacity comparable to existing
facilities less accumulated depreciation. Such replacement costs are estimated at periodic intervals of two to five years. The most recent estimates
were made in December 1983.
On each basis of valuation, accumulated depreciation is computed
using the straight-line method over the estimated useful life of each depreciable asset. Useful lives are estimated to be 40 years for buildings and 20
years for equipment.
Long-Term Liabilities
On the historical cost basis, long-term notes payable are stated at their
face amounts, which also constitute the proceeds at the dates of their
issuance.
On the current value basis, long-term notes payable are stated at their
estimated present values based on prevailing interest rates for similar obligations at yearend.
Income Taxes
On the historical cost basis, income taxes are provided on reported income before income taxes and are adjusted for any permanent differences
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from statutory taxable income. Any provision attributable to timing differences
between such reported and taxable income is treated as deferred income
taxes.
On the current value basis, deferred income taxes are provided on
valuation gains or losses. Yearend tax rates for ordinary income or capital
gains are applied based on the expected usage or disposition of the assets
and liabilities that cause such gains or losses.
2.

Inventories

A strike by the company's production personnel during the last quarter
of 1982 resulted in a substantial reduction of inventories of finished products
at yearend. Such inventories were restored to normal operating levels during
the first six months of 1983.
3.

Property

During 1983, the $90,000 valuation gain on land resulted from price
increases for comparable land suitable for plant sites in the Topeka, Kansas
area. The $43,000 valuation gain on buildings resulted from the increase in
costs of plant construction. The $670,000 valuation loss on equipment reflects
primarily the major decline in current replacement costs of pre-1983 equipment due to the introduction of high-speed equipment utilizing new techniques for cutting metal. In view of the significant productivity gains available from use of the new equipment, in December 1983 the company completed at a cost of $700,000 a new cutting facility utilizing the new techniques.
To satisfy current and forecasted demand levels, the company expects to use
all of its existing equipment.
4.

Notes

Payable

The $1,500,000 principal amount of the 7½ per cent notes is payable
on January 1, 1994, and interest is due semiannually. The notes may be
prepaid, in whole or in part, at 107½ per cent of the principal amount
through January 1, 1986, at declining premiums to January 1, 1991, and at
the principal amount thereafter. Payment of these notes is being funded
through annual investments in $75,000 par value of municipal bonds due
about 1994.
The $700,000 principal amount of the 7 per cent notes issued during
1983 is payable on January 1, 1991, and interest is due quarterly. The notes
may be prepaid, in whole or in part, at 105 per cent of the principal amount
through January 1, 1989 and at the principal amount thereafter. Payment of
these notes is not being funded.
No compensating balances are required under the terms of the notes
payable. Consequently, the stated interest rates constitute the effective rates
on the historical cost basis.
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On the current value basis, prevailing interest rates used in computing
yearend present values were 7 per cent in 1983 and 8½ per cent in 1982.
Substantially all of the company's property is pledged as security for
the notes payable.
5.

Income Taxes

Under existing statutes, income taxes are payable only on taxable
income on the historical cost basis. The effective income tax rates are lower
than the full statutory rates because of tax-exempt interest on municipal
bonds. No other significant permanent or timing differences exist.
The Internal Revenue Service has examined the company's federal
income tax returns through the year 1982. No significant adjustments of the
1982 loss were proposed. In 1983, the company received a $90,000 tax
refund on that loss.
Phase 2: Financial Statements Using Dual Disclosure of Historical Cost
and Current Value
Financial statements and supplemental schedules illustrating Phase 2
consist of the following:
Exhibit F-A:
Exhibit F-B:
Exhibit G:
Exhibit H:
Exhibit I:
* Exhibit D:
*ScheduIe 2:
*Schedule 3:
'Schedule 4:

Statement of Loss (Alternative A, cost of products
sold reflected at historical cost)
Statement of Earnings (Loss) (Alternative B, cost of
products sold reflected at replacement cost)
Statement of Financial Position
Statement of Stockholders' Equity
Earnings Forecast
Statement of Financial Activities
Unrealized Valuation Gain on Inventories
Unrealized Valuation Gain (Loss) on Property
Unrealized Valuation Gain (Loss) on Long-Term
Investments and Liabilities

For applicable notes to financial statements, see pages 369-371.

* Indicates that the particular financial statement or schedule does not change as
a result of dual disclosure of historical cost and current value. Accordingly, see
indicated Exhibit or Schedule in Phase 1. Schedule 1 of Phase 1 is not applicable
to Phase 2 inasmuch as the information presented therein is included in the Statement of Loss (Exhibit F-A) and the alternative Statement of Earnings (Loss) (Exhibit
F-B).
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Exhibit F-A (concluded)
XYZ Manufacturing Enterprises
Statement of Loss
(Alternative A—Cost of products sold reflected at historical cost)
Years Ended December 31, 1983 and 1982

Realized Earnings (Loss)
Revenues:
Net sales
Other—interest, etc.
Total
Costs and Expenses:
Cost of products sold, other than items
listed below
Selling and administrative expenses
Provision for depreciation
Taxes, other than income
Interest
Other
Total

1983

1982

$4,140,000
250,000

$3,300,000
225,000

4,390,000

3,525,000

2,280,000
1,035,000
85,000
200,000
250,000
100,000

2,285,000
910,000
85,000
175,000
200,000
50,000

3,950,000

3,705,000

Realized earnings (loss) before taxes
Provision for (refund of) income taxes on
realized earnings

440,000

(180,000)

220,000

(90,000)

Realized earnings (loss)

220,000

(90,000)

235,000
43,000
(670,000)

(175,000)
(5,000)
(27,000)

$ (392,000)

$ (207,000)

Unrealized earnings (Loss) from changes in
current values
From operating items:
Inventories (Schedule 2)
Buildings (Schedule 3)
Equipment (Schedule 3)
Net change
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Exhibit F-A (concluded)
From land, long-term investments and
liabilities:
Land (Schedule 3)
Holding gain (loss) on investment in
municipal bonds (Schedule 4)
Holding gain (loss) resulting from
changes in present value of longterm notes payable (Schedule 4)

$

90,000
54,000

$ (24,000)

(165,000)

112,000

(21,000)

88,000

Unrealized earnings (loss) before taxes
Reduction in deferred income taxes

(413,000)
147,000

(119,000)
23,000

Unrealized earnings (loss)

(266,000)

(96,000)

$ (46,000)

$(186,000)

Per common share:
Realized earnings (loss)
Unrealized earnings (loss)

$ .44
(.53)

$(.18)
(.19)

Loss

$(.09)

$(.37)

Net change

Loss
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Buildings and equipment

Income (loss) from operations
Changes in value of assets and liabilities:
Operating items:
Inventories
Less accumulated value increments reflected in income
from operations

Income (loss) from revenues, before taxes
Income taxes:
Currently payable (refundable)
Less allocated portion (see below)

Costs and expenses:
Cost of products sold
Selling, general and administrative expenses
Interest

Revenues:
Sales of products
Other—interest, etc.

220,000
220,000

287,000
(232,000)
55,000
(32,000)
$
23,000
(247,000)
495,000
(627,000)
$ (132,000)

(90,000)
(90,000)

(90,000)
(115,000)
(205,000)
(205,000)

2,775,000
960,000
200,000
3,935,000
(410,000)

$3,300,000
225,000
3,525,000

742,000

$

(90,000)

220,000
(130,000)
90,000
90,000
220,000

$

2,545,000
960,000
200,000
3,705,000
(180,000)

$3,300,000
225,000
3,525,000

2,825,000
1,135,000
250,000
4,210,000
180,000

$4,140,000
250,000
4,390,000

Exhibit F-B

1982
Historical
Current
Cost Basis
Value Basis

2,565,000
1,135,000
250,000
3,950,000
440,000

$4,140,000
250,000
4,390,000

1983
Current
Historical
Cost Basis
Value Basis

XYZ Manufacturing Enterprises
Statement of Earnings (Loss)
(Alternative B—Cost of products sold reflected at replacement cost—see Note, page 364)
Years Ended December 31, 1983 and 1982
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Per share of common stock:
Realized earnings (loss)
Unrealized earnings (loss)
Earnings (loss)

Earnings (loss)

Unrealized earnings (loss)—other value changes, net of taxes

Realized earnings (loss):
Income (loss) from operations
Changes in value (excess of replacement cost over original cost)
of products sold during the year, net of taxes

Earnings (loss)

Net changes in value of assets and liabilities

Changes in value, before taxes
Income taxes:
Allocated portion of currently payable taxes (see above)
Deferred

Changes in value of assets and liabilities (concluded):
Other items:
Land (Schedule 3)
Investments (Schedule 4)
Long-term debt (Schedule 4)

$

$

$

$.44

$.44

220,000

220,000

220,000

220,000

Historical
Cost Basis

$

$

$

$

(90,000)

$ .44
(.53)
$(.09)

(46,000)

220,000
(266,000)

130,000

90,000

$

$

$(.18)

$(.18)

(90,000)

(90,000)

(90,000)

$(.18)
(.19)
$(.37)

$ (186,000)

(90,000)
(96,000)

115,000

$ (205,000)

$ (186,000)

19,000
(46,000)

92,000

(136,000)

115,000

111,000

88,000

(23,000)

$

(24,000)
112,000

(17,000)

$

1982
Current
Historical
Value Basis
Cost Basis

130,000
(147,000)

90,000
54,000
(165,000)
(21,000)
(153,000)

Current
Value Basis

1983

Note to Exhibit F-B

This statement displays an alternative analysis of earnings. The cost of
products sold (and thus income from operations) is determined on a replacement cost basis. This alternative improves the usefulness of the statement
for making comparisons of the operations of various entities by eliminating
price, value, and other distortions resulting from different ages of plant and
equipment and different lengths of operating cycles. The operating profit
reflects primarily the basic operating efficiencies of the organization, as well
as the special, often intangible and unique, benefits enjoyed by the company.
The benefit to the company of the excess of replacement cost of products
sold over historical cost is included with other value changes, but is transferred to realized earnings along with the "income from operations." Income
taxes are allocated to these two elements of realized earnings. Deferred
income taxes are provided on the unrealized portion of earnings.
No attempt has been made in this illustrative statement to determine the
impact (on the amount of the replacement cost of products sold during the
period) of changes other than those due to replacement costs for raw
materials, direct labor, costs of outside services, and depreciation incurred.
Thus, direct and indirect labor costs, repair and maintenance expenses, light,
heat and power, spoilage, rework, and similar manufacturing overhead expenses might be affected by efficiencies related to an assumed replacement
of productive facilities with modern facilities furnishing similar output.
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Total assets

Total long-term assets

Property—net

Total
Less accumulated depreciation

Property:
Land
Buildings
Equipment

Long-Term Assets
Investment in municipal bonds held for payment
of 7 ½ % notes payable, due 1994

Total inventories

Inventories
Raw materials
Finished products

Total financial resources

Financial Resources
Cash (including temporary cash investments—1982,
$200,000)
Receivables (less allowance for uncollectible
accounts: 1983, $65,000; 1982, $50,000)
Refund receivable—federal income tax

ASSETS

3,163,000

2,435,000
$3,945,000

3,370,000
$5,880,000

3,125,000
$5,375,000

$4,698,000

2,525,000

1,760,000
2,603,000

2,375,000

800,000
596,000
2,036,000

638,000

3,432,000
907,000

3,135,000
532,000

3,100,000
725,000

500,000
400,000
1,500,000

675,000

350,000

125,000
225,000

2,400,000
640,000

890,000
760,000
1,485,000

500,000
500,000
2,100,000

767,000

325,000

1,360,000

1,100,000

750,000

125,000
200,000

1,185,000

1,150,000

1,150,000

225,000
1,135,000

1,185,000

700,000
90,000

850,000

850,000

200,000
900,000

700,000
90,000

$ 395,000

$ 300,000

$ 395,000

Current
Value Basis

1982
Historical
Cost Basis

$ 300,000

Current
Value Basis

1983
Historical
Cost Basis

XYZ Manufacturing Enterprises
Statement of Financial Position
December 31, 1983 and 1982

Exhibit G
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Total liabilities and stockholders' equity

Stockholders' equity

Stockholders' Equity
Common stock, no par value, authorized, 1,000,000 shares;
issued and outstanding, 500,000 shares
Retained earnings
Unrealized valuation gains

Deferred taxes on unrealized valuation gains

1,000,000
1,255,000
598,000
2,853,000
$4,698,000

1,000,000
1,255,000
2,255,000
$3,945,000

2,707,000
$5,880,000

2,375,000
$5,375,000

267,000

1,388,000

1,388,000

190,000

125,000
65,000

1,000,000
1,375,000
332,000

$

1,000,000
1,375,000

120,000

1,500,000

2,253,000

190,000

125,000
65,000

2,200,000

$

Total long-term liabilities

800,000

500,000
200,000
100,000

1,500,000

$

1,553,000
700,000

800,000

500,000
200,000
100,000

1982
Historical
Current
Cost Basis Value Basis

1,500,000
700,000

$

Current
Value Basis

1983
Historical
Cost Basis

Long-Term Liabilities
7½ % notes payable, due 1994
7% notes payable, due 1991

Total current liabilities

Current Liabilities
Accounts payable, trade
Accrued liabilities
Income taxes payable

EQUITY

LIABILITIES AND STOCKHOLDERS'

Exhibit G (concluded)
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Less cash dividends paid—$.20 per share

Balance, January 1
Loss for the year:
Realized
Unrealized

Balance, December 31

Less cash dividends paid—$.20 per share

Balance, December 31
1983
Earnings (loss) for the year:
Realized
Unrealized

1982

$1,000,000

1,000,000

$1,000,000

Common
Stock

XYZ Manufacturing Enterprises
Statement of Stockholders' Equity
Years Ended December 31, 1983 and 1982

Exhibit H

$1,375,000

(100,000)

220,000

1,255,000

(100,000)

(90,000)

$1,445,000

Retained
Earnings

$ 332,000

(266,000)

598,000

(96,000)

$ 694,000

Unrealized
Valuation
Gains

$2,707,000

220,000
(266,000)
(100,000)

2,853,000

(90,000)
(96,000)
(100,000)

$3,139,000

Total

Exhibit I
XYZ Manufacturing Enterprises
Earnings Forecast
Year Ending December 31, 1984

(Note: This earnings forecast is based on a number of assumptions
as to future conditions and events. Accordingly, there is no assurance that
future earnings will coincide with the forecast.)
Estimated revenues from product sales
Estimated costs and expenses:
Cost of products

$4,600,000
3,000,000
1,200,000

Selling, general and administrative expenses

4,200,000

Total
Estimated operating profit
Estimated other revenues—interest, etc.
Estimated interest expense

400,000
250,000
(250,000)

Estimated realized earnings before taxes
Estimated income taxes

400,000
200,000

Estimated realized earnings

200,000

Estimated changes in value of assets and liabilities before taxes:
Operating items
Other—net

300,000
100,000

Total unrealized valuation gain
Estimated deferred income taxes

400,000
200,000

Estimated unrealized valuation gain
Estimated earnings
Per share of common stock:
Estimated realized earnings
Estimated unrealized valuation gain
Estimated earnings

200,000
$

400,000
$.40
.40
$.80

Assumptions Underlying Earnings Forecast
The forecast of earnings for 1984 is based on the following assumptions:
1. An increase in Gross National Product of 10%, excluding the effects
of inflation, and of 15% without such exclusion.
2. No other major changes in the condition of the domestic economy.
3. No change in the share of the market obtained by the company.
4. Some resistance by customers to increases in sales prices.
5. An increase in costs of approximately 17%.
6. Stable labor relations and other operating conditions.
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XYZ Manufacturing Enterprises
Notes to Financial Statements
December 31, 1983 and 1982
1.

Accounting

Policies

The company's basic accounting records are maintained on the historical
cost basis. However, records are also maintained for recording current values
for assets and liabilities other than cash, cash equivalents, and short-term
receivables and payables. The financial statements present information on
both bases.
Due to the absence of purchased goodwill and of generally accepted
methods for valuing internally generated goodwill, the company's goodwill,
if any, is not valued under either the historical cost or the current value
basis of presentation.
The general policies for determining current values are:
• Assets held for sale—net realizable value as estimated from or
determined by current market prices.
• Assets held for production—estimated replacement cost.
• Long-term liabilities—estimated present value.
Estimates of current values are necessarily affected by conditions and
circumstances at the time they are made. The company is not aware of any
information that would furnish better estimates than those that are presented.
However, conditions and circumstances are likely to change, and ultimate
results may therefore differ from those estimates.
The company's specific accounting policies for each basis of presentation are described below.
Inventories
On the historical cost basis, inventories are valued at original cost using
the "first-in, first-out" method of cost flow.
On the current value basis, inventories are valued as follows:
Raw materials—estimated replacement cost at yearend.
Finished products—net realizable value at yearend. This represents
estimated net proceeds to be received from future sales less estimated direct
selling expenses and margin attributable to selling effort.
Investment in Municipal Bonds
On the historical cost basis, municipal bonds are valued at original
cost adjusted for straight-line amortization of any purchase premium or
discount.
On the current value basis, municipal bonds are valued at quoted market
prices at yearend.
Property
Significant betterments to existing facilities are capitalized as property,
but maintenance and repairs are expensed as incurred.
On the historical cost basis, property is valued at original cost less
accumulated depreciation.
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On the current value basis, property is valued at estimated yearend costs
to acquire facilities with a productive capacity comparable to existing facilities
less accumulated depreciation. Such replacement costs are estimated at
periodic intervals of two to five years. The most recent estimates were made
in December 1983.
On each basis of valuation, accumulated depreciation is computed
using the straight-line method over the estimated useful life of each depreciable asset. Useful lives are estimated to be 40 years for buildings and 20
years for equipment.
Long-Term Liabilities
On the historical cost basis, long-term notes payable are stated at their
face amounts, which also constitute the proceeds at the dates of their
issuance.
On the current value basis, long-term notes payable are stated at their
estimated present values based on prevailing interest rates for similar obligations at yearend.
Income Taxes
On the historical cost basis, income taxes are provided on reported
income before income taxes and are adjusted for any permanent differences
from statutory taxable income. Any provision attributable to timing differences
between such reported and taxable income is treated as deferred income
taxes.
On the current value basis, deferred income taxes are provided on
valuation gains or losses. Yearend tax rates for ordinary income or capital
gains are applied based on the expected usage or disposition of the assets
and liabilities that cause such gains or losses.
2.

Inventories

A strike by the company's production personnel during the last quarter
of 1982 resulted in a substantial reduction of inventories of finished products
at yearend. Such inventories were restored to normal operating levels during
the first six months of 1983.
During 1983, the $25,000 valuation gain on raw materials inventories
resulted from a December price increase for chromium-plated steel, a raw
material whose use in production is significant.
3.

Property

During 1983, the $90,000 valuation gain on land resulted from price
increases for comparable land suitable for plant sites in the Topeka, Kansas
area. The $43,000 valuation gain on buildings resulted from the increase in
costs of plant construction. The $670,000 valuation loss on equipment reflects
primarily the major decline in current replacement costs of pre-1983 equipment due to the introduction of high-speed equipment utilizing new techniques for cutting metal. In view of the significant productivity gains available
from use of the new equipment, in December 1983 the company completed
at a cost of $700,000 a new cutting facility utilizing the new techniques. To
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satisfy current and forecasted demand levels, the company expects to use
all of its existing equipment.
4.

Notes

Payable

The $1,500,000 principal amount of the 7½ per cent notes is payable
on January 1, 1994, and interest is due semiannually. The notes may be
prepaid, in whole or in part, at 107½ per cent of the principal amount
through January 1, 1986, at declining premiums to January 1, 1991, and at
the principal amount thereafter. Payment of these notes is being funded
through annual investments in $75,000 par value of municipal bonds due
about 1994.
The $700,000 principal amount of the 7 per cent notes issued during
1983 is payable on January 1, 1991, and interest is due quarterly. The notes
may be prepaid, in whole or in part, at 105 per cent of the principal amount
through January 1, 1989 and at the principal amount thereafter. Payment
of these notes is not being funded.
No compensating balances are required under the terms of the notes
payable. Consequently, the stated interest rates constitute the effective rates
on the historical cost basis.
On the current value basis, prevailing interest rates used in computing
yearend present values were 7 per cent in 1983 and 8½ per cent in 1982.
Substantially all of the company's property is pledged as security for
the notes payable.
5.

Income

Taxes

Under existing statutes, income taxes are payable only on taxable income
on the historical cost basis. The effective income tax rates are lower than
the full statutory rates because of tax-exempt interest on municipal bonds.
No other significant permanent or timing differences exist.
The Internal Revenue Service has examined the company's federal income tax returns through the year 1982. No significant adjustments of the 1982
loss were proposed. In 1983, the company received a $90,000 tax refund
on that loss.
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